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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

GERBER, Judge: Respondent determ ned a deficiency in

petitioner’s Federal estate tax in the amount of $114,722. The

deficiency arose in connection with the valuation of undivided

interests in real property held by decedent’s estate. The

parti es have settled sone issues, including the fair market val ue

of two of the three properties at issue. The remaining issues we
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consi der concern the fair market value of one of the properties
and the discounts, if any, to be applied to each of the three 50-
percent undivided interests in real property held by decedent’s
estate and at issue here.

FI NDI NGS OF FACT

The stipulation of facts and the exhibits attached thereto
are incorporated herein by this reference.

Ei l een Kerr Stevens (decedent) a resident of Santa Cara
County, California, died testate on Septenber 7, 1993 (valuation
date). Before her death, she had been married to Roy Stevens.
The coupl e had four children, one of whom predeceased decedent.
One of those children, Danon Stevens, is the executor of
decedent’s estate. At the time of filing the petition Danon
Stevens resided in Santa Clara County, California.

Roy Stevens predeceased decedent on May 4, 1980, and through
his will, created the Roy Stevens Testanmentary Trust (the Trust)
with decedent as trustee. As trustee, decedent had been given
t he power to conduct business for the Trust, including the
authority to partition the Trust property if necessary. Decedent
was entitled to the entire net incone of the Trust, as well as
any principal necessary for her “proper support, care and
mai nt enance” for her life. The Trust continued after decedent’s
death for the benefit of the Stevens children. The Trust and a

subsequent trust created by decedent both were to be term nated
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and any renmai ning assets of the trusts distributed when the
youngest living Stevens child reached the age of 30.

At the tinme of decedent’s death, decedent and the Trust each
owned, as tenants in common, a one-half interest in the follow ng
properties: (1) 5100 West 123d Street, Alsip, Illinois (Knmart
property); (2) 333 El Cam no Real, San Bruno, California
(Wal green property); and (3) 4540 El Cam no Real, Los Altos,
California (Wlls Fargo property). Decedent and her husband had
been jointly engaged in the business of devel opi ng, nmanagi ng, and
| easing real estate, and these properties were purchased in
furtherance of that business. Each of the properties is
di scussed in detail bel ow

Knart Property

In 1980, decedent and her husband purchased the | and and
i nprovenents on the Kmart property. The 1,203, 000-square-f oot
site included a 464, 818-square-foot, single-story warehouse, with
an office, a cafeteria, and a lounge, built in 1971. The
buil ding was in good condition. 1In 1977, decedent and her
husband agreed to | ease the property to Kmart Corp. for 20 years,
conmenci ng on May 1, 1977. The |ease rate was $1.19 per square
foot wwth no rent escalation clause in the |ease. At the
val uation date, the market |ease rate was $2 per square foot,
maki ng the Kmart rental rate 40 percent bel ow market. There was

an option to extend the | ease for another 10 years and three nore
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successive options, each for 5 years, with no rent escal ation.
The | ease was a triple-net |ease, which neant there was no cost
to the owners of the property because Kmart paid all of the
operating costs of the building.

In 1991, Kmart wi shed to purchase the parking | ot adjacent
to the Kmart property. The owners of the property refused to
sell the ot wthout the perm ssion of the owners of the Knmart
property; nanely, decedent and the Trust. The |ease was anended,
granting consent to the purchase and extending the | ease term by
10 years. This resulted in a | ease extension to the year 2007 at
the sane rental rate, leaving 14 years of the | ease remaining at
the time of decedent’s death. The | ease anmendnent al so provi ded
anot her option to extend for an additional 10 years after the end
of the three successive 5-year extension options. The rental
rate for that second 10-year option was to be 90 percent of the
mar ket rate at that tine.

Wthin a few nonths of decedent’s death in 1993, petitioner
engaged an apprai sal conpany, Realty Consultants USA, Inc., to
perform an apprai sal of the Kmart property (Realty appraisal or
estate appraisal). That appraisal was used to report the val ue
of the property for estate tax return purposes and for the
nodi fication of the nortgage, which nodification was conpleted in
1994. Decedent’s estate tax return valued the Kmart property in

its entirety at $5,300,000. The nortgage nodification triggered
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a $60, 000 prepaynent penalty and created a new “l ock-in”
provision that prevented the newy nodified | oan from being paid
off inthe first 5 years. At the tine of the nodification, the
property owners had no indication that the Kmart | ease woul d not
continue for the remaining 14 years.

I n June 1996, a real estate broker informed the owners that
Kmart wanted to nove out of the property and attenpt to subl ease
it. In Novenber 1996, the Kmart owners signed an agreenent to
sell the entire Kmart property, including the adjacent parking
lot, to Security Capital Industrial Trust (Security Capital) for
$8, 250, 000. A few weeks later, Kmart agreed to sell the adjacent
parking lot to the Kmart property owners for $350,000. On the
sane day, the Kmart property owners term nated the Knmart | ease,
payi ng a $150,000 | ease term nation fee to Knart Corp. The sale
of the Kmart property to Security Capital was conpleted in
January 1997.

VWl green Property

Decedent and her husband purchased the Wl green property in
1968. The Wl green property is a 57,106-square-foot site, with a
25, 560- square-foot, single-story, comercial building on it,
built in 1972. The building was in average condition at the tine
of decedent’s death. The building fronts a heavily travel ed

arterial street and is located in a commercial/retail conplex in
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San Bruno, California, which is approximately 8 mles from San
Franci sco.

In 1992, decedent and the Trust agreed to a 35-year lease to
Wal green Co., a pharmacy/retail business, to commence in 1993.
At the tinme of decedent’s death, there were approxinately 34
years remai ning on the | ease.

The parties agree that the fair market value of a 100-
percent interest in the Wal green property was $2, 670,000 as of
t he val uation date.

Wells Fargo Property

Decedent and her husband owned the Wells Fargo property at
| east since 1977. The Wells Fargo property is a 14, 400-squar e-
foot site, with an 8,051-square-foot, single-story, comrercial
building onit, built in 1978. The building was in very good
condition at the tinme of decedent’s death. The property is
| ocated in a coomercial/retail conplex and fronts a heavily
traveled arterial street inthe city of Los Altos. Los Altos is
approximately 30 mles from San Franci sco.

In 1977, decedent and her husband agreed to a 25-year |ease
to Wlls Fargo, a retail banking operation, to commence in 1978.
At the tinme of decedent’s death, approximtely 10 years renai ned
on the lease. The |lease was a triple-net |ease, neaning that the

property owners bore none of the operating costs.
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The parties agree that the fair nmarket value of a 100-
percent interest in the Wlls Fargo property was $987, 950 on the
val uati on date.

OPI NI ON

For Federal estate tax purposes, property includable in the
gross estate is generally included at its fair market val ue on
the date of decedent's death. See secs. 2031(a) and 2032(a);
sec. 20.2031-1(b), Estate Tax Regs.! Fair market value is
defined as the price that a willing buyer would pay a willing
seller, both persons having reasonabl e know edge of all rel evant
facts and neither person being under a conpul sion to buy or to
sell. See sec. 20.2031-1(b), Estate Tax Regs.; see also United

States v. Cartwright, 411 U S. 546, 551 (1973); Mandel baum v.

Comm ssioner, T.C Meno. 1995-255, affd. w thout published

opinion 91 F.3d 124 (3d Gr. 1996). The willing buyer and the
willing seller are hypothetical persons, instead of specific

i ndividual s and entities, and the characteristics of these

i magi nary persons are not necessarily the sane as the personal

characteristics of the actual seller or a particular buyer. See

Estate of Bright v. United States, 658 F.2d 999, 1005-1006 (5th

Cir. 1981). Fair market value is a factual determ nation for

1 Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect as of the date of decedent’s
death, and all Rule references are to the Tax Court Rul es of
Practi ce and Procedure.
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which the trier of fact nust weigh all relevant evidence and draw

appropriate inferences and conclusions. See Comm ssioner V.

Scottish Am Inv. Co., 323 U S 119, 123-125 (1944).

Real estate valuation is a question of fact to be resol ved

on the basis of the entire record. See Ahmanson Found. v. United

States, 674 F.2d 761, 769 (9th Cr. 1981); Estate of Fawcett v.

Conm ssioner, 64 T.C. 889, 898 (1975). After determning the

gross value of the property, there may be adjustnents upward or
downward for such factors affecting value as mnority discounts,
di scounts for |ack of marketability, control prem uns, and

fractional interest discounts. See Estate of Andrews v.

Conm ssioner, 79 T.C. 938, 953-956 (1982) (mnority discount);

Estate of Piper v. Conm ssioner, 72 T.C. 1062, 1084-1086 (1979)

(di scount for lack of marketability for stock); Estate of

O Keeffe v. Comm ssioner, T.C Meno. 1992-210 (bl ockage di scounts

for works of art); Estate of Salsbury v. Conm ssioner, T.C Meno.

1975-333 (control prem uns).

Val uation is an i nexact process. See Buffalo Tool & D e

Manuf acturing Co. v. Conm ssioner, 74 T.C 441, 452 (1980). As

the trier of fact, we may use experts to assist in deciding upon
a value, but we are not bound by those experts’ views or

opinions. See Silverman v. Comm ssioner, 538 F.2d 927, 933 (2d

Cr. 1976), affg. T.C. Meno. 1974-285; Chiu v. Conm ssioner, 84

T.C. 722, 734 (1985). One expert may be persuasive on a
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particul ar el ement of valuation, and anot her expert nay be

persuasi ve on another elenent. See Parker v. Conm ssioner, 86

T.C. 547, 562 (1986). Consequently, we may adopt sone and reject

ot her portions of expert reports or views. See Helvering v.

National G ocery Co., 304 U S. 282 (1938).

There are generally three kinds of valuation nethods used to
determne fair market value of real property: (1) The conparable
sal es nethod, (2) the inconme nethod, and (3) the cost nethod.

See Marine v. Conm ssioner, 92 T.C. 958, 983 (1989), affd.

wi t hout published opinion 921 F.2d 280 (9th Gr. 1991).

Property Val uation

Petitioner is attenpting to show that the fair market val ue
of the Kmart property is $5,300,000, the sane anount that was
used to conpute the value reported on the Estate’s tax return.
Petitioner’'s primary trial expert reviewed the appraisal used in
connection with the estate tax return. He relied heavily on the
two i ncone approach nethods of valuation and cal cul ated a
$5, 300, 000 fair market value for the Kmart property.
Respondent’ s expert used one of the inconme approach nethods and
t he conparabl e sal es approach. Hi s approaches resulted in fair
mar ket val ues rangi ng from $5, 700,000 to $6 mlIlion. Finally,
petitioner’s rebuttal expert reviewed respondent’s expert’s
report and concluded that the fair market val ue was just over

$5, 400, 000.
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The estate appraisal used the cost approach, the market
approach, and two of the incone approach nethods, the direct
capitalization nethod and the di scounted cash-fl ow net hod.

Norman C. Hul berg, petitioner’s primary expert, opined that the
estate appraisal was sound. His report nmainly focused on the two
I ncone approaches.

The direct capitalization approach is based on esti mtes of
potential gross incone that m ght be expected fromthe rental of
real estate and any possible | osses and/ or expenses that m ght be
incurred by the ower/lessor. 1In the direct capitalization
approach, the estate appraiser converted 1 year’s projected
rental inconme into a value by dividing adjusted i ncone by an
incone capitalization rate. The capitalization rate, which is
mar ket derived, represents the relationship between net operating
i ncome and val ue.

Usi ng conparabl e | eased properties with rental rates between
$1.72 and $3. 25 per square foot, the estate appraiser opined that
like property would rent for approximtely $2 per square foot.
The rental rate was affected by the fact that the market for
ol der properties, such as the Kmart property, was relatively soft
at that tinme due to the availability of newer properties in the
area. The actual rental rate in the Kmart | ease was $1.19 per
square foot. The holding period for this type of property is

usually 10 to 15 years, although the actual hol ding period of
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this |l eased interest was 20 years, with a 10-year option that had
been exercised and three 5-year options remaining. One real
estate investors’ survey, the Peter F. Korpacz National I|nvestor
Survey, Third Quarter 1993, reported that the average going-in
capitalization rate on industrial properties such as this was
9.55 percent. The CB Commercial National |Investor Survey for the
2d Quarter 1993 in the “Warehouse/Di stribution” category,
reported a going-in capitalization rate of 9.8 percent. Because
the property had a highly credit-worthy tenant with a |ong-term
| ease, Hul berg increased the rate slightly to 10 percent. The
estimated net operating incone (NO) of the subject property was
then divided by this rate. Because the property owners bear no
costs beyond their managenent, the $1.19 rental rate was reduced
to $1.17 per square foot to reflect the managenent fee, resulting
in an NO of $542,081. The resulting property valuation would be
$5, 420, 810.

The second el ement of petitioner’s incone approach val uation
is a discounted cash-flow anal ysis. Under this approach, the
val ue of the property is equal to the present value of the future
cash. The owner al so possesses a reversionary interest at the
end of the holding period. The rate used to discount the
proj ected cash-fl ows and eventual reversionary interest takes
into consideration the inherent risks of real estate ownership

and conpetitive alternative investnents. The estate appraiser
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used an 11-percent discount rate, based on the national investor
survey averages along with a 3-percent property reversion rate.
Applied to the NO, the resulting val ue under the di scounted
cash-fl ow nethod is $5, 100, 000.

The apprai ser then conpared the two val ues and, giving
somewhat heavier weight to the direct capitalization nethod due
to the relatively flat incone stream reached a $5, 300,000 val ue.

As further support for the estate appraisal value, Hul berg
cal cul ated the cash-flow of the Kmart |ease through 2022. The
present val ue, using a 10-percent discount with a 2-percent
managenment fee expense, resulted in a value of $5,106, 000.

Hul berg then cal cul ated the reversion value of the property at
the 2022 projected end of the | ease. Assumng that the 51-year
ol d building would have a term nating useful life, Hul berg used
the 1993 apprai sal value, appreciated the property using a 2-
percent inflation factor, and deducted denmolition costs (at $2
per square foot) and sal es expenses, yielding a net |and val ue of
$1,678,000. Finally, using a 10-percent present val ue discount
rate, the land value would be $106, 000, which when added to the
cash-flow figure results in a proposed $5,212, 000 val ue.

Respondent’ s expert, John A Thonson, used the discounted
cash-fl ow net hod (i ncone approach) coupled with a conparabl e
sal es approach. To determ ne the appropriate discount rate for

t he di scounted cash-fl ow net hod, Thonson did not | ook to rates of
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return fromsimlar rental real estate, as Realty and Hul berg
did. Instead, Thonson | ooked at alternative investnent rates for
investnments of a certain level of risk. Relying on Kmart’s
credi tworthiness, he determ ned that |ong-term debt instrunents
of Kmart are ranked by Mody' s Corporate Bond ratings in the
various “A’ classifications. “A’ corporate bonds had a rate of
7.05 percent in Septenber 1993, while “Baa” corporate bonds had a
7.34-percent rate. Adjusting for an existing 40-percent bel ow
mar ket | ease contract rate and the illiquidity of the | eased
property, Thonson derived a 9-percent discount rate to apply to
rents through 2022. The |ease rate increases to 90 percent of
mar ket in 2023 through 2032, but because of the additional risk
of no longer having a significant rent advantage and havi ng an
ol der building, Thonson increased the rate to 12 percent. These
di scount figures result in a present value of the cash-flow of
$5, 936, 335. 34.

Then assuming the building will have a $71, 910. 40 resi dual
econom ¢ val ue beyond 2032, Thonson added this to the cash-fl ow
val ue reaching a $6, 008, 245. 34 val ue for the Kmart property.

Thonmson al so used a conparabl e sal es approach to val ue the
Kmart property. He used three of the four properties that the
estate apprai ser had used and arrived at the sane undi scount ed
value of $9 million before discounting for the bel ow market |ease

rate on the property. Thonmson and the estate apprai ser used the
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$2- per-square-foot market rental rate and cal cul ated an annual
rent | oss of $376,502.58. The estate appraiser had used a 10-
percent discount rate, equal to the discount rate used inits
direct capitalization nmethod and 1 percentage point |ower than
the rate used in the discounted cash-fl ow nmethod. Thonson, on
t he ot her hand, discounted the rental |oss at 11 percent, 2
per cent age points above his discount rate on the incone stream
and increased it to 14 percent for the portion of the |ease

bet ween 2023 and 2032. This resulted in a value of $5, 700, 000.

Petitioner’s second expert, Morgan W Wite (Wite),
presented a rebuttal of Thonson’s report/opinion. Wile Wite
acknow edged that direct capitalization was an accepted
met hodol ogy for val uing investnent property, he chose not to use
it inthis situation due to the type and |l ength of | ease,
specifically a long-term flat-rate |ease. Instead, Wite
fol |l omed Thonson’s net hod and eval uated the property using the
di scounted cash-fl ow net hod.

Waite criticized Thonmson’s choi ce of discount rates because
of the heavy reliance on the |l essee’s high credit rating and
failure to recognize the long-termilliquidity and end-val ue
uncertainty. Instead, White concluded that the discount rate for
this type of investnent calls for a premumto conpensate the
| essor. He used a 3-percent premumfor the first portion of the

| ease. Using Thonson's “Baa” bond rate of 7.34 percent as
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representative of what Kmart’'s 29-year bonds would trade at in
the open market, the addition of the premumwould result in a
rate of 10.34 percent. Then, as Thonpson had, White applied a
hi gher rate to the second portion of the |ease, extending from
2023 to 2032. He chose a 13-percent rate to reflect the high
uncertainty surrounding the financial viability of the property
so far into the future, the difficulty of re-leasing a | arge,
aging facility for any brief remainder of its Iife and the high
i kelihood of having to make significant capital inprovenents in
order to do so. While saying that he thought that, in al
i kelihood, only the |land woul d have any val ue and t hat
significant costs would be attached to necessary capital
i nprovenent at the |ease’'s end, White accepted Thonson' s resi dual
val ue of $71,901 to be “as good a guess as anyone's”. \Wite
cal cul ated a gross val ue of $5,408,784 for the Kmart property.

Al t hough the 1997 sale reflects the value of the property at
that tinme, it is not close enough in tine, and it depended on
information that was unknown and unforeseeable at the tine of
decedent’s death. The termnation of the Kmart | ease, inclusion
of the parking |lot property, and penalties for early | oan payoff
were all factors that were not under consideration on Septenber
7, 1993. W cannot consider unforeseeable future events that my
affect the value of property at a |ater date. See sec.

20.2031-1(b), Estate Tax Regs.; see also Estate of Newhouse V.
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Comm ssioner, 94 T.C. 193, 218 (1990); Estate of Glford v.

Commi ssioner, 88 T.C. 38, 52 (1987). The owners decided to

refinance the property in 1994, even though a penalty was due and
a strict prepaynent restriction was added to the nodified
nmortgage. This would indicate that there was no intention on the
owners’ part to sell at any tinme soon after the nodification was
conpleted. For this reason, we do not consider the 1997 sale
price.

Both parties used acceptabl e net hodol ogi es for val uing the
subj ect property. Although the nethodol ogi es were appropri ate,
we do not agree in all respects with the manner in which they
were applied. Wth respect to the Kmart property val uations, we
tend to favor petitioner’s applications. The use of the bond
return by respondent’s expert is less reflective of the bel ow
mar ket return to be expected fromthe | ease. Conparable real
estate investnent returns are nore appropriate here. In
addition, we disagree wth Thonson’s mani pul ation of the rates to
cause a higher discount rate for the rental |loss. Thonson’s
approach resulted in a higher value favoring respondent but was
wi t hout explanation for differing discounts for sinultaneous
nonetary events.

Mor eover, Thomson did not explain his reasons for concl udi ng
that the life of warehouse woul d exceed 60 years and therefore

have a residual value at the end of the Kmart | ease. W accept
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petitioner’s data that indicates that warehouses in good or

excel lent condition, as the Kmart property is, are estinated to
have economic lives of approximately 50 years. Assunming a 45- to
50-year life for the Kmart inprovenents, Thonson was overly
optimstic to conclude that the building would have useful life
value. W also accept petitioner’s data that indicate that
denolition costs average $2 per square foot. Using Thonson's
estimated values of $6 mllion and $5, 700, 000, then deducting the
costs of denolition at $2 per square foot, the result would be

| ower than petitioner’s clained value of $5, 300, 000.

Petitioner, on the other hand, presented evidence of
general ly consistent values for the property, using four
different nethods. The conparabl e sal es approach used in the
Real ty apprai sal and approved of by Hul berg, yielded a val ue of
$5, 200, 000. The incone approach nethods yi el ded val ues of
approxi mat el y $5, 420, 000 and $5, 100, 000. As a further cross-
check, Hul berg cal cul ated the present cash-flow of the Kmart
| ease through 2022, using a 3-percent reversion rate for the
| and, a 10-percent discount rate for the inconme stream and the
net |and val ue, and deductions for the denolition costs and sal es
expense, resulting in a fair market value of $5,212,000 for the
property. Throughout all of these different val uation nethods,
petitioner’s experts consistently used discount rates within 1

per cent age point of each other. D scount rates between 10
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percent and 11 percent, such as those that petitioner’s experts
used, are supported by the national real estate investors’
surveys at the tine of decedent’s death. Furthernore,
petitioner’s experts did not attenpt to manipulate rates to
produce inconsistent, yet favorable, discounts on inconme and | oss
fromthe sanme period within a single valuation nethod. For these
reasons, we sustain petitioner’s reported fair market val ue and
hold that the value of the Knmart property at the date of
decedent’s death was $5, 300, 000.
D scounts

Di scounts to the fair market value of property may be
appropriate to reflect a |ack of control and/or a |ack of

mar ketability. A lack of control is the inability to change

corporate or business attributes. See Estate of Casey V.

Conmi ssioner, T.C. Menp. 1996-156. The owners here are al

famly menbers, but it cannot be assuned that a famly wll
al ways act as a unit in matters regarding the property. See

Citizens Bank & Trust Co. v. Commi ssioner, 839 F.2d 1249, 1253

(7th Cr. 1988). GCenerally, there is no ready market for a
partial interest in a closely held property and that |ack of

mar ketability causes a reduced liquidity. See Estate of Casey V.

Comm ssi oner, supra. The need for enploying a discount is

dependent on whether a decedent’s partial interest would affect

the marketability of a property. See Propstra v. United States,
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680 F.2d 1248 (9th Cir. 1982). Petitioner bears the burden of
showi ng that a discount is appropriate and the anmount of any

di scount. See Rule 142(a); Estate of Van Horne v. Comm ssioner,

78 T.C. 728 (1982), affd. 720 F.2d 1114 (9th Cir. 1983).

The parties provided experts’ opinions regarding the
appropriate discounts for the three properties. Petitioner’s
primary expert used a variety of nmethods, including a survey of
conpani es purchasing and selling partnership interests, a 10-
factor fractional interest analysis, and a conparabl e sal es
approach. The three nethods resulted in simlar discount
anounts, rangi ng between 29 percent and 35 percent. Petitioner’s
expert concluded that the appropriate discounts were as foll ows:
Kmart property— 35 percent, Wl green property--30 percent, and
Wel|ls Fargo property--35 percent. Petitioner’s rebuttal expert
revi ewed respondent’s expert report on the Kmart property and
opi ned that the discount for that property should be 35.4
percent. Respondent’s expert | ooked only at the cost to
partition the properties, then increased the anmount of the
di scounts for unspecified costs. H's report opined that the
di scounts should be as follows: Kmart property-—-10 percent,

Wl green property--10 percent, and Wells Fargo property--20
per cent.

Accordi ngly, respondent, through his expert, agrees that

sone discount is appropriate. Thonson cal cul ated the partition
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costs of the three properties to be between $30, 000 and $40, 000
if notrial were necessary and between $90, 000 and $120,000 if a
trial were necessary. He estimted these costs to be 3 to 4
percent of his estinmated value of a one-half interest in the
Kmart property. Wthout a clear explanation of the increase,
Thonmson increased his estinmation of the partition cost discount
to 10 percent for the Knmart property, rounding up to an esti mated
partitioning cost of $300,000. He applies the sane 10-percent

di scount to the Wal green property interest, rounding up to an
estimated partitioning cost of $135,000, and explains the
difference in partitioning costs of the Kmart property and the
Wal green property by stating that partitioning costs increase
with the size of the property. He increased the discount anount
of the Wells Fargo property to 20 percent, reasoning that the

di scount is increased due to the cost of partitioning relative to
the | esser value of the Wells Fargo property.

Thomson concl uded that the need to discount for control or
marketability is mnimzed because partitioning would cure any
control problem He does include, but does not apply,
information on limted partnership discounts at the tinme of the
val uation date. The range of the rates is between a prem um of
8. 33 percent (-8.33 percent) to discount of 50.52, with a nedian

of 12.71 percent and a nean of 13.56 percent.
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Petitioner chall enges respondent’s partition cost approach.
Petitioner contends that the three properties could not be
partitioned, claimng that decedent and her husband, | ater
represented by the Trust, waived any right to partition the
properties held jointly by reason of oral and witten contracts.
If no partition is available, petitioner maintains that Thonson’s
di scount net hodol ogy based on partitioning costs is pertinent
only as one of the factors of the |oss of control discount.

Petitioner’s argunment nust fail because the Trust and
decedent’ s trust each provide the trustee with the power to
partition the property. The inportance of partitioning costs is
dependent on the circunstances of each case. Partition is a nore
vi abl e approach where real property is uninproved. Were
significant incone-producing inprovenents are involved, partition
is a less plausible approach. Respondent’s use of partition cost
al one does not give adequate weight to other reasons for
di scounting a fractional interest in this case such as the
significance of the control factor and the historic difficulty of
selling an undivided fractional interest in inproved real

property. See WIllianms v. Conm ssioner, T.C Meno. 1998-59.

Petitioner contends that the discount applied to decedent’s
50-percent interests should be greater than just the cost to

partition. Hulberg, petitioner’s primary expert, estimted the
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di scount on the Kmart property to be 35 percent,? the Wl green
property discount to be 30 percent,® and the Wl ls Fargo property
to be 35 percent.* Hul berg based his discounts on several
factors. First, he enphasized the fact that neither owner of the
property had control. He pointed out that any potential buyer of
decedent’ s property interest would consider the |ack of control,
the risk in ternms of cost to partition, delay of partition, |ack
of liquidity of the real property, lack of marketability for
resale, and the inability to finance w thout consent of the other
owner .

Hul berg used three different approaches to determ ne the
proper discount. The first was the “Conpany Survey Method”,
whi ch was described as a “survey of conpanies in the business of
purchasi ng and selling partnerships.” This method is |ess
rel evant because the properties are closely held fam |y-owned
entities and | ess marketable than diversely held entities.
Hul berg uses this nethod due to the limted nunber of conparable
sales of fractional interests in real estate and suggests that

there is a close anal ogy between fractional real property

2 This reflects a 15-percent discount for |ack of control
and 20 percent for lack of marketability.

3 This reflects a 15-percent discount for |ack of control
and 15 percent for lack of marketability.

“ This reflects a 15-percent discount for |ack of control
and 20 percent for lack of marketability.
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interests held as tenants in conmmon and real property partnership
interests. The information he received from one conpany
mar keting public and private partial interests was that those
interests are typically discounted between 35 and 70 percent,
depending on certain factors. Another conpany marketing only
privately held interests reported a tighter range of 42-percent
to 49-percent discounts for privately held, famly-oriented
general partnership interests. A third source of data for rea
estate partnerships reported that during 1993, the average
di scount for such an interest in the triple-net |ease category
was 20 percent.

Hul berg found the indicated discount range for a triple-net
| ease property with a 47-percent |oan-to-value ratio, such as the
Kmart property, using these conparison figures, was between 20 to
51 percent. He estimated the proper discount to be 35 percent
due to the flat rate of inconme on the Kmart property. He found
that partnership interests with simlar characteristics to the
Wal green property had an average di scount of 20 percent, which he
adjusted for control and marketability, arriving at a di scount of
30 percent. The 35-percent Wells Fargo property di scount was
based on the sanme 20-percent figure, adjusted for the |ack of
i nvestment appeal for an older building and for marketability and

contr ol
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The second net hod Hul berg used was the “Fractional Di scount
Met hod”. The nmethod was set out in an April 1992 | ournal
article, Davidson, “Fractional Interests in Real Estate Limted
Part ner shi ps”, The Appraisal Journal, 184-194 (Apr. 1992), in
which 10 factors were used to anal yze the anmount of a fractional
interest and a partnership discount. The factors included:
Rel ative risk of assets held, historical consistency of
di stributions, conditions of assets, market’s growth potential,
portfolio diversification, strength of managenent, magnitude of
the fractional interest, liquidity of the interest, ability to
i nfl uence managenent, and ease of asset analysis. Using those
factors, Hul berg arrived at a 35-percent discount for Kmart
property, a 33-percent discount for the Wal green property, and a
34-percent discount for the Wells Fargo property. However, the
factors are applicable to going real estate |imted partnership
interests and are not fully applicable to the present situation
due to the famly ownership, the lack of diversity of assets, and
the | ack of a professional managenent conpany. The applicable
factors woul d appear to be risk of assets held, historical
consi stency of distributions (i.e., rental incone history),
conditions of assets, the magnitude and liquidity of the
i nterest, and managenent influence. The total discount
attributable to these factors ranges from 25 percent to 27

per cent .
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The third nmethod used by Hul berg was the Conparabl e Sal es.
He found two sal es which he believed were conparable. The first
was a 50-percent undivided interest in a $2 mllion, multitenant
office building. The fractional interest discount was 35
percent. The second conparable was a 50- percent general
partnership interest in a famly property worth $3, 390,000. The
di scount was 29 percent.

Petitioner’s second expert, Wite, agrees with Hul berg that
partnership discounts are relevant to the facts at hand because
they represent diversified pools of |eases on nmultiple buildings
to different tenants, thus reducing the risk of a single
obligation by a single tenant at one location. Also a
partnership unit is nore valuable than an undivided private
i nterest because a negotiated, secondary market exists for the
former. White reasons that the nedian discount in the traded
mar ket for a multilease, private partnership interest should be
doubl ed due to these factors. He arrives at a 25.4-percent
di scount. He then adds an additional 10-percent discount to
conpensate for the highly val ued professional nanagenent
avail abl e for partnership units that is not available on
decedent’ s properties.

Considering the parties’ experts’  reports and opi nions, we
find that the appropriate discount anount shoul d be neither as

| ow nor as high as those suggested. W find that a 25-percent
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di scount is appropriate for all three of the properties. This
figure is supported by the factor analysis for fractional
interests, which gave us a figure between 25 percent and 27
percent. W do not limt the discount to the costs of
partitioning because such a di scount does not account for the
factors of control and marketability in the circunstances of this
case. An interest in income-producing, inproved real property

w thout control and in a closely held famly property nay be
difficult to sell. But, on the positive side, the properties are
in average to very good condition, with remaining economc |ives.
They all had good rental histories with creditworthy tenants and
are well | ocated.

In sunmary, we hold that the fair market val ue of the Kmart
property was $5, 300,000 as of the date of decedent’s death and
decedent’ s 50-percent undivided interest had a val ue of
$1,987,500 after a 25-percent marketability discount. The 50-
percent undivided interest in the Wal green property had a fair
mar ket val ue of $1, 335,000 before a 25-percent discount,
resulting in a returnable value of $1,001,250. Finally, the 50-
percent undivided interest in the Wlls Fargo property had a fair
mar ket val ue of $493, 975 before a 25-percent discount, resulting

in a returnable value of $370, 481.



To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




